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CLIENT COMPANY BACKGROUND 
 
XYZ Investments Company1 (XYZ) is a provider of technology, mutual fund, and asset-
management services to institutions, professional investment advisors, and high net-worth 
individuals/families. XYZ’s business is organized into four business units, as depicted in Exhibit 
1:  IT Services, Asset Management, Fund Services, and New Business Investments. 
 
The Fund Services (FS) business unit provides administration services for mutual funds. These 
services include trade processing, performance reporting, record keeping, and legal services. 
Their primary customers include banks, insurance firms, and investment management 
companies. Revenues for FS are earned through annual administrative fees that are based upon a 
fixed percentage, referred to as “basis points,” of the average daily net asset value of the funds. 
For example, if a customer had contracted with FS to provide fund administrative services at a 
                                                     
1 The name of the actual company around which the case is built is disguised. 
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price of 5% (500 basis points), and that customer’s mutual fund had an average daily market 
value of $1,000, then FS’s annual revenue on that fund would be $50 (i.e., 5% of $1,000). 
 
The FS business unit is a decentralized organization with an open culture. A testament to this 
open culture can be seen in the design of their workspace: there are no offices or cubes. On any 
given day, the CEO could potentially be sitting next to an analyst. Over time this culture has 
fostered a spirit of innovation within FS. However, this culture has also led to a general lack of 
structure within the FS business unit, with responsibilities and lines of authority often being 
unclear or shared. 
 
The FS business unit is a niche player in what is referred to as the “proprietary fund-services 
market.” This market includes all organizations that provide administrative, management, and 
other services to organizations that own and sell one or more mutual funds to individual 
investors. This market has experienced dramatic changes recently, as follows: 
 
• Increased competition 
 As a result of federal legislation repealing provisions of the Glass-Steagall Act, banks may 
now perform securities-distribution services themselves and thereby have become potential 
new competitors in the proprietary fund-services market. 
 
• Market Consolidation 
 Consolidations in the banking industry have reduced the total number of customers in the 
market. 
 
These market factors had a negative impact on the profitability of FS. In response to these 
pressures, FS granted fee concessions (decreased basis points) to existing clients in exchange for 
longer-term contracts.  
 
In an effort to combat these new market realities, FS management decided to pursue the 
following two strategies: 
 
• To generate continued growth, expand their core business into non-bank and international 
markets 
 
• Combat increased competition and margin pressures by becoming the low-cost provider in 
the market for proprietary fund services 
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Fund Services Activity-Based  




Carl Haines, the Executive Vice-President for the FS business unit was given responsibility for 
achieving the low-cost provider strategy. Carl immediately realized the challenge he faced. For 
some time, Carl had realized the limitations of his existing cost information system. He could 
very easily understand what his costs were by department because the existing cost system 
collected and reported costs by department (e.g., costs related to the marketing department or the 
finance department). He was also well aware of the type of costs that were incurred (e.g., 
functional breakdowns of costs into descriptive categories such as salaries, facilities, etc.). But he 
did not know how his costs were being incurred (i.e., what were driving costs) and which clients 
placed the biggest demands on resources supplied by FS. For example, Carl knew the expenses 
for the Call Center Department were $8.5 million for the last 12 months. He also knew that 70% 
(~$6 million) of this was for salaries. But he did not know what activities the $6 million had been 
spent performing nor did he know for whom (what customers) the activities were performed. 
Carl knew that without more refined information it would be very difficult if not impossible for 
him to understand what was truly driving his costs and, therefore, what managerial actions could 
be taken in support of the new strategy. In short, the current information system provided him 
with little information regarding where costs could be cut; equally important, the information 
system did not provide reliable data regarding the resource demands placed on his unit by 
individual clients. 
 
Somewhat perplexed, Carl decided to meet with his senior accountant, Terry Smith, to 
brainstorm how to deal with this issue. Terry had just returned from a “Strategic Cost 
Management Conference” where Activity-Based Costing (ABC) had been discussed and 
illustrated through a number of mini case studies. Once Carl had briefed Terry on this situation, 
Terry immediately recommended ABC as a means for providing the cost information Carl 
needed. 
 
Carl accepted the general idea of instituting an ABC system, with the following stipulations: 
 
1) Before a full implementation, a pilot would be conducted in one department to 
support the business case for ABC (that is, to demonstrate value added to the 
organization). 
 
2) Since Terry had some prior (though limited) experience working with ABC (from 
another job) and had just recently returned from an ABC conference, Terry would 
be the project manager for the pilot implementation. 
 
3) Before the full project could be funded, Terry would need to provide (for formal 
approval by Carl) a statement of objectives for the project, including deliverables, 
and a project plan using recently acquired software (i.e., MS Project 2000). 
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Terry immediately began to think back to his MBA studies in which the subject of “project 
management” (PM) was covered in one of the courses in the program he completed. He sensed 
that the present ABC implementation project could potentially be well managed and controlled 
through application of PM methods. However, it was several years since Terry had even thought 
of the PM exposure he received in his MBA program. Further, since Terry had never managed a 
project before, he decided to speak with an outside consulting firm to educate himself more fully 
on project management. After several meetings with a consultant, Terry had been brought up to 
date about PM theory and practice and what would be expected of him as a project manager. He 
learned that one conceptualization of PM is that it can be divided into four major phases or 
processes: Initiating, Planning, Executing and Controlling, and Closing.2 A brief description of 
each of these phases is included in Exhibit 2. 
 
Phase One: Project Initiation 
 
Terry felt he had a good idea of what the business need for the project was based on his initial 
meeting with Carl, who had described to Terry the market conditions that were behind the new 
low-cost-provider strategy. As such, Terry documented his understanding of the business need 
(e.g., change drivers), as listed in Exhibit 3. 
 
Terry also quickly drafted a list of project objectives (including key “deliverables”) based on his 
preliminary discussion with Carl. In terms of key stakeholders, Terry felt there was one: Carl. As 
long as Carl was happy with the outcome, Terry assumed that things would be fine. Due to a lack 
of time, Terry did not bother with assessing any internal factors that might affect the project. He 
did not really understand that part of the Project Initiation phase anyway. 
 
Phase Two: Project Planning 
 
Clearly, Carl’s directive was that the ABC pilot was to be conducted in one department. Terry 
decided that he would select the Call Center Department for the pilot, based on the fact that Carl 
had given this as an example during their initial conversation. 
 
To get the Project Planning phase underway, Terry drafted the following list of the key tasks of 
an ABC pilot implementation: 
 
 a) Define model structure 
 b) Identify model cost drivers 
 c) Define users and security requirements 
 d) Create report specifications 
 e) Assess cost driver data availability 
 f) Design interface specifications 
 g) Prepare final design document 
                                                     
2 These component processes are part of the Project Management Institute’s A Guide to the Project 
Management Body of Knowledge (Newtown Square, PA: PMI, 2000 edition). Further information about 
Project Management is available at www.pmi.org.  
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 h) Build interfaces 
 i) Setup model in ABC software (e.g., OROS Quick)3 
 j) Collect and load resource and driver data 
 k) Conduct test run of model 
 l) Review and validate model results 
 m) Prepare materials and present findings 
 
Terry then set up a meeting with Barbara Gibbons, head of the FS Call Center department, to get 
her perspective and buy-in on the ABC project. “It’s about time,” said Barbara. “I have been 
asking for a system like this for years. I worked in consulting for a few years when I was starting 
out and therefore have quite a bit of exposure to and experience with ABC.”   
 
Terry began by asking Barbara what her general expectations would be for the project. She 
replied, “Project management will be a key to this project’s success. I expect you to schedule 
weekly status meetings to update me on the project. That said, my bigger expectations are that  
1) on the basis of the pilot ABC implementation we will identify some meaningful cost-reduction 
opportunities, and 2) we will be able to address the lack of adequate policy and procedure 
documentation for our department.” Terry was not sure how an ABC pilot would address “policy 
and procedure documentation” but, since he was so relieved to have found an apparently strong 
champion for the project, he decided not to mention his concern. 
 
Barbara and Terry then reviewed the key tasks of an ABC pilot implementation that Terry had 
previously drafted. They discussed the appropriate approach to completing each task. Barbara 
began, “To define the model structure (a)4, which will include resources, activities, and cost 
objects, you will need to interview approximately 15 individuals in the Call Center, including 
Directors, Supervisors, and Managers. I would say that this process should take no longer than 3 
weeks.”5   
 
Barbara went on to say, “The identification of model cost drivers (b) is one of the most 
important, if not the most important facet of developing an ABC model. You will have to coach 
people as to what “activities” and “activity drivers” mean and why there is a need for defining 
one activity driver for each major activity. Once you have agreed on a preliminary activity driver 
for each major activity you identified through your interviews, you should be ready to distribute 
the ‘activity survey,’ the purpose of which is to begin the process of cost-pool specification by 
collecting information as to how individuals spend their time. That is, the activity survey will 
yield information as to how much of each individual’s time is associated with each of the 
activities you have identified.” Terry felt a bit relieved since he was able to recall from his recent 
seminar the notion of an “activity survey” and how information from this instrument formed the 
basis for determining cost pools and, ultimately, activity-costing rates.  
                                                     
3 Downloadable, after registration, from the following website: www.bettermanagement.com. A tutorial 
for using OROS Quick can be obtained by accessing www.abctech.com. 
4 Tasks that Terry decided to include in the project plan are identified by alphabetic symbols in 
parentheses. 
5 For purposes of this case, a week is equal to 5 business days. 
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Luckily, Terry had been on both ends of a similar survey process in the past, both as an 
administrator and as a participant. The process of distributing, collecting, and following up on 
over 200 surveys6 would be an arduous task. By Terry’s calculation, all of this meant that, 
realistically, it was going to take 5 weeks to identify model cost drivers (b). Terry also knew that 
this work could not begin until the model structure had been defined (a). Terry thanked Barbara 
for her time and told her he would follow up with her once he had drafted the project plan. 
 
After his meeting with Barbara, Terry thought through some of the other tasks of his plan. Terry 
knew that once work was completed on the model cost drivers (b), work could begin on defining 
users and security requirements (c), which would take approximately 1 week to complete. In 
addition, Terry felt that work could also begin creating report specifications (d) in parallel with 
defining users and security requirements (c). Since Terry himself was very familiar with the 
types of reports that would be necessary to generate from the model, he felt comfortable relying 
on his own knowledge to estimate that it would take approximately 2 weeks to create the 
reporting specifications (d). 
 
Next, Terry sat down with the head of technology for FS, Paul Desmond, to discuss the 
information technology (IT) elements of the plan (viz., tasks e, f, g, and h). Terry knew that the 
data for the model cost drivers would need to be pulled from several source systems, none of 
which he had any experience with. Nor was Terry comfortable with what it would take to design 
and build interfaces to load these data into the model. 
 
Paul reviewed Terry’s plan and remarked, “You can start the assessment of cost driver data 
availability (e) as soon as you have the cost drivers identified (b). This assessment should take 
no more than 1 week to complete.” Paul went on to say that, “The design of interfaces (f) is 
dependant upon the completion of the data availability assessment (e). You will be able to begin 
preparing the final design document (g) before the assessment of cost-driver data availability (e) 
is done. That is, the cost-driver data availability assessment (e) must finish before the final 
design document (g) is finished. Similarly, the design of interfaces (f) must also finish before the 
final design document is finished.7 Just make sure that the report specifications (d) and user and 
security requirements (c) are completed prior to beginning work on preparing the final design 
document (g). Terry and Paul agreed that their best guess was that interface designs would take 2 
weeks to complete and it would take about 4 weeks to finish the final design document (g). 
 
The final topic of discussion between Terry and Paul was building the interfaces (h). “How long 
will it take to build the interfaces?” asked Terry. Paul estimated 3 weeks to complete this task. 
“And obviously we cannot start building interfaces (h) until the design document (g) is 
complete.” Terry concluded. Terry thanked Paul for his time and concluded their meeting. 
 
Next, Terry needed to develop estimates for the remaining project tasks (i.e., i, j, k, l, and m). 
Terry knew that the setup of the model in ABC software task (i) could begin as soon as the final 
                                                     
6 This is an estimate of the total number of individuals Terry would have to interview in connection with 
the pilot implementation. 
7 All precedence relationships in the case are “finish-start” (FS) except for the relationship between (e) 
and (g), and (f) and (g), which are both “finish-finish” (FF).  
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design document (g) was complete, and that loading resource and driver data (j) could not be 
done until the interfaces were built (h) and the setup of the model in the ABC software was 
complete (i). Terry estimated that the ABC model setup (i) would take 1 week to complete, while 
collecting and loading resource and driver data (j) would take two weeks. The remaining tasks 
include conducting a test-run of the model (k), reviewing and validating model results (l), and 
preparing materials and presenting findings (m). Terry estimated the times for these latter tasks 
to be one week, one week, and three days, respectively. Once driver data had been loaded (j), 
Terry felt the remaining tasks would happen sequentially (i.e., task k is dependant on j, task l is 
dependant on k, and m is dependent on l).  
 
Terry was almost ready to create his project plan using the PM software (Microsoft Project 
2000) purchased by the company recently. The last planning item he needed to address was 
“resources.” Terry felt he would need at least 3 individuals (in addition to himself) on the project 
team. He would want to select individuals with diverse skill sets because he knew that, when 
faced with issues or problems during the life of the project, such individuals could leverage one 
another and build team synergy in the process. Based on the information he had gathered, Terry 
decided on two individuals from the Call Center Department, and one individual from the 
Information Technology (IT) group who would be intimately familiar with the source systems 
for activity-driver data. Terry laid out a list of the activities included in his plan and documented 
the level of involvement he expected from each resource (see Exhibit 4). 
 
Terry drafted his project plan and reviewed it with Barbara and Carl. They approved the plan to 
consist of the specific activities identified in Exhibit 4, and gave him permission to proceed with 
the project.8  
 
Phase Three: Executing/Controlling 
 
The project had now been underway for two months and things had not turned out quite the way 
Terry thought they would. (Funny how things are more predictable in a classroom setting!) Terry 
was very busy with the project. In fact, he was so focused on developing the ABC model that he 
had not held a status meeting for three weeks. 
 
Since the project had started, Terry had faced the following issues: 
 
• Unexpected Change in Scope: One month into the implementation, Carl had decided to 
include Fund Operations in the project’s scope. Terry had tried to explain the impact this 
change had on the project, but Carl was unsympathetic. 
 
• Inability to get a Decision: The project team had encountered an issue with the model. 
Terry had assumed in his plan that activity driver data (for example, “call volumes for each 
customer”) would come from the Call Center’s computer system. However, the project 
team had discovered that the Call Center system did not track call volumes by customer. To 
deal with this, the project team identified two alternatives: 
                                                     
8 As indicated by the accompanying chart, Terry’s project plan (that was approved) contained no 
summary tasks, no grouping of tasks by project phase, and no milestone reports. 




 1) Administer a survey to collect statistics on call volumes by customer 
 2) Modify the Call Center computer system to collect the necessary data 
 
 While alternative 1 offered speed and efficiency, its adoption would sacrifice some level of 
accuracy. Alternative 2 would provide more accurate data but would clearly delay their 
ability to get call-center volumes, probably for weeks. Terry had scheduled multiple 
meetings with Carl and Barbara to discuss this issue but, in classic FS culture, the last thing 
they wanted to do was make a decision. They wanted to have more meetings; eventually 
Terry just decided on his own to pursue both alternatives simultaneously. 
 
• Staffing Issues: Terry’s resources from the Call Center Department were constantly being 
pulled away from the project to fulfill their prior responsibilities in the Call Center. When 
Terry raised the issue, Barbara had given Terry another individual devoted to the task for 
one day a week. But, Terry was having difficulty making this resource productive. 
 
On a brighter note, Terry was very pleased with some preliminary results the team had generated 
from the ABC model. He was particularly pleased with the historical data they had collected on 
call volumes even though they could not get the data by customer yet.  
 
They had been able to identify a cost-reduction opportunity as well as a revenue-generation 
opportunity from these data alone. To Terry, this meant the project was already a success! 
Strangely, Barbara did not agree. When the project team conducted the last milestone review, 
Barbara had asked about “policy and procedure documentation.” When Terry informed her that 
policy and procedure documentation was “out of scope,” Barbara unabashedly stated that the 
project was not meeting her expectations. She recalled an earlier conversation with Terry in 
which she most emphatically included this goal as within the scope of the pilot project. 
 
Phase Four: Closing 
 
Once the project was complete, the Call Center model had identified 15 unique cost-reduction 
opportunities and one opportunity for additional revenue generation—all of which ostensibly 
supported the organization’s revised competitive situation. Terry was very pleased with the 
team’s work. The project team (with a new project manager—not Terry) was now mobilizing to 
create the Fund Operations ABC model that Carl had requested late into the FS pilot application. 
Terry was responsible for updating the Call Center model (via a manual survey) with call volume 
data by customer. Once that was complete, his plan was to return “full-time” to his accounting 
responsibilities. 
 
Terry knew the next challenge would be to move the Call Center model from a pilot to a 
mainstream model, which could be used by the business on a regular basis. He was glad to see 
that Barbara had started to understand some of the complexities of implementing an ABC model. 
She was actively talking to a large consulting firm about getting assistance with the “rollout.”  







1. Understanding the key project stakeholders is an important internal factor that should be 
addressed during the Initiating Phase of a project (see Exhibit 2). Terry felt that Carl was 
the only key stakeholder of the project. Do you agree? Why or why not? Based upon what 
you know of ABC costing and the purpose of the project in the XYZ Investment Company 
case, who are some other potential stakeholders and what role/impact could they play on 
the project? Why is it important, from a PM standpoint, to be able to identify such 
stakeholders? 
 
2. In the Initiating Phase of the project, Terry decided not to assess any internal factors. 
Based upon the information in the case, what are some internal factors (other than a 
consideration of key stakeholders, as outlined above in question 1) that Terry should have 
identified? Of what relevance to the PM process is such a specification? 
 
3. During the Executing/Controlling Phase, the project experienced some challenges. Based 
on your review of the material in Exhibit 2, what PM tools and techniques might Terry 




1. From Terry’s perspective: 
 
 a) Draft a statement of objectives for the project. The statement should include the key 
“deliverables” for the project, as viewed by Terry. 
 
 b) Based on the information in the case, create a project plan using Microsoft Project 
2000. Inputs include tasks, task durations, predecessor relationships among tasks, a 
project schedule, and resource assignments to specific tasks. Assume a start date of 
August 1st for the project and that all tasks start as soon as possible. In setting up 
your project plan, do the following: under the Tools, Options, “Schedule” tab (from 
the main menu): (1) select “days” in the Duration is entered in location, (2) uncheck 
(or do not check) New tasks are effort driven, and (3) select “fixed duration” as the 
Default task type. 
 
  Outputs should include: Gantt chart, project network, and a resource schedule. Submit 
your project plan according to directives from your instructor (via file attachment to 
an e-mail, on floppy diskette, etc.).  
 
2. Does the plan developed above in (1) adequately address the issue of project scope and all 
four PM processes (presented in Exhibit 2)?  If no, provide a written description of these 
deficiencies and generate an alternative project plan using MS Project 2000 that addresses 
the deficiencies identified. (Note: your instructor may choose to provide you with some 
additional information, to bring structure to this part of the assignment.) Provide an 
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explanation as to how/why your revised plan is superior to the project plan created by 
Terry.  



























Chairman of the Board
& Chief Executive Officer
XYZ Investments




Project Management (PM) Phases and Knowledge Areas9 
 
 
Project Management Phases 
  
1. Initiation: Recognizing that a project should begin and committing to do so. The purpose 
of the Initiation phase is to understand the business need for the project and the context in 
which the project will be performed. The business need and context for a project can arise 
from: 
 
• External Factors–These can include trends within an industry, mega-trends, key 
market players, value drivers, and regulatory conditions. 
 
• Internal Factors–This includes understanding the key stakeholders, business 
culture, history of change, organizational trends, organizational profile, and 
business relationships and exchanges internal to the FS business unit.   
 
 The outputs for this phase include: 
 
• List of change drivers that describe the business need for the project 
• Statement of objectives for the project 
• List of key internal stakeholders and factors that could affect the success of the 
project 
 
2. Planning: Devising and maintaining a workable scheme to accomplish the business need at 
hand. The purpose of the planning phase is to create a detailed project plan, and to form 
and orient the project team. A project plan comprises the following components: 
 
• Project Work Breakdown Structure (WBS)10 
• Project Milestones and Deliverables 
• Project Schedule 
• Project Resources 
• Project Risks 
• Project Budget 
 
                                                     
9 These concepts are taken from A Guide to the Project Management Body of Knowledge (see 
www.pmi.org). Note that in this case assignment we are not addressing all of the project plan components 
as described in Exhibit 2. For example, the present case is silent with respect to such issues as Milestones, 
Risks, and Budget.  
10 WBS is defined as a “Method of subdividing work into smaller and smaller increments to permit 
accurate estimates of duration, resource requirements, and costs.” In Microsoft Project 2000 the WBS is 
entered as various levels of “tasks.” 
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 As part of completing a project plan, resources must be identified and assigned to the 
project team. Once resources have been identified and committed, it is important to orient 
the project team on the objectives of the project and the detailed project plan. 
 
 The outputs for this process include: 
 
• Detailed Project Plan 
• Project Team Orientation Materials 
 
3. Executing/Controlling: This phase consists of coordinating people and other resources to 
carry out the plan and ensuring that project objectives are met by monitoring and 
measuring progress and taking corrective action when necessary. 
 
 The Executing/Controlling phase is made up of the following activities: 
 
• Executing the project plan 
• Monitoring the project plan 
• Controlling Change (i.e., Scope Change) 
• Reporting Project Performance 
• Modifying the Project Plan 
• Obtaining Acceptance for Plan Modifications 
 
 The outputs for this phase include: 
 
• Project Status Reports 
• Change Orders (a document that formally states that the project scope will be 
changed) 
• Maintained and Updated Project Plan 
 
4. Closing: Formalizing the acceptance of the project and bringing it to an orderly end. This 
phase often includes assessing the project’s success and evaluating lessons learned from the 
engagement. In addition, project documentation and deliverables are gathered and stored 
and the project team is disbanded or moves on to a new project. 
 
 The outputs for this phase include: 
 
• Assessment of Project Success 
• Lessons Learned 














• Regulatory changes have led to increased competition, which has eroded margins 
 
• Continuing consolidation of the Financial Services industry has reduced the potential 
number of customers and increased customer power, thereby also eroding margins 
 
• The lack of cost information by activity and customer is inhibiting FS from identifying 
cost-reduction opportunities to mitigate continuing margin pressures 
 














Define model structure 100% 33% 33%  0% 
Identify model cost 
drivers 100% 60% 60% 0% 
Define users and 
security requirements 0% 0% 100% 100% 
Create report 
specifications 50% 100% 50% 0% 
Assess cost driver data 
availability 100% 0% 0% 100% 
Design interface 
specifications 50% 0% 50% 100% 
Prepare final design 
document 75% 100% 0% 50% 
Build interfaces 33% 0% 33% 100% 
Setup model in ABC 
software (e.g., OROS 
Quick) 
100% 100% 100% 0% 
Collect and load 
resource and driver data 100% 0% 0% 100% 
Conduct test run of 
model 100% 100% 100% 100% 
Review and validate 
model results 100% 100% 100% 100% 
Prepare materials and 









                                                     
11 The percentages in the table indicate the proportion of each resource’s time that must be allocated 
during the completion of the indicated task. For example, for the “define model structure” task 100% of 
Terry’s time must be assigned to this task for its three-week (i.e., 15-day) duration. (That is, on this task 
Terry is scheduled to work 8 hours per day, 5 days per week, for three weeks.) Individual 1 from the Call 
Center will spend 33% of his/her time each day during the duration of this task, and so forth 
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MAXALL COMPANY AUDIT 
 
 
Mattie C. Porter, Professor 
University of Houston–Clear Lake, Houston, Texas 
 
 
Robert H. Barr, Jr., Partner 




Executive Summary and Case Objectives 
 
The purpose of this case is to develop the auditing student’s ability to  recognize problems and 
provide solutions related to:  
 • Audit risk 
 • Planning 
 • Materiality 
 • Evidence 
 
In the case, a summary is provided of the audit decisions made in the audit of Maxall Company, 
a company experiencing high sales growth. The case focuses on the audit work performed in the 
sales/accounts receivable cycle. The student(s) must assess the audit work performed, identify 
deficiencies and recommend procedures which should have been performed to correct the 
deficiencies. 
 
Overview of Maxall Company Audit   
 
Maxall Company was incorporated 6 years ago and is a wholesale and close-out distributor of 
kitchen appliances and cookware products. The president, Mary Maxall, has been in sales over 
twenty years. Maxall is a growing company which is publicly traded. Recently, sales have 
accelerated at a rapid pace due to the implementation of internet sales and an extensive 
advertising campaign. Selected financial statement information for 20x1 and 20x2 are attached. 
 
Enter & Mullen, CPAs (EM) are the auditors for Maxall. EM has audited Maxall since January, 
20x1. Internal controls were reviewed in early 20x1 and EM determined that lack of segregation 
of duties existed in many areas of the company. EM decided reliance on internal controls would 
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be impossible and decided to do a substantive audit. In 20x2, the segregation of duties problem 
continued and, in addition, Maxall made changes in its computer system during the year. Again, 





EM auditors set materiality levels in the planning process and documented these levels in their 
planning memoranda. In 20x1, materiality was set at $35,000 in the sales/accounts receivable 
area. In 20x2, due to growth in the company, materiality was set at $50,000. 
 
EM reviewed the adequacy of the allowance for doubtful accounts and inquired about selected 
balances which were over 90 days old. EM sent out positive confirmations on approximately 
55%-60% of the accounts receivable balances in 20x1 and 20x2:  
 
  20x1 20x2  
Total trade accounts receivable $4, 146, 594 $26,952,431 
Confirmations mailed - total dollar balances $2,436,400 $15,320,109 
% Confirmations received - number mailed 71% 80% 
% Confirmations received - dollar value $1,900,036 $14,786,239 
 
EM applied alternative procedures to accounts when confirmations requested were not received.  




EM performed tests of sales transactions in both 20x1 and 20x2 in order to document the 
auditors’ understanding of the flow of sales transactions through the accounting system. The 
sales transactions tested are summarized below:  
 
 20x1 20x2  
Total sales $21,341,721 $87,831,141 
Total number of invoices 27, 514 116,420 
Number of invoices tested 70 16 
Dollar value tested $85, 408 $42,806 
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In the tests of sales transactions in 20x1, the largest sale in the sample was $11,436. There were 
several unusually large sales that were made near year end: 
 
 Southwestern, Inc.: 
  6 invoices dated 12/30/x1 which totaled $370,440 
 
 Balco: 
  1 invoice date 12/28/x1 for $1,244,685 
 
The following audit work was noted in EM’s working papers relative to these two accounts:  
 
 Southwestern, Inc.:  
 
  The auditors sent Southwestern a positive accounts receivable confirmation at 
year end. The Maxall records reflected a total receivable of $418, 323, which 
included the 6 invoices dated 12/20/x1 which totaled $370,440. Southwestern 
confirmed a balance of $19,426 and included a detail listing of the open invoices 
which made up this balance. The working papers indicated a second confirmation 
request was sent but the working papers did not include any indication that the 
second confirmation was received. EM auditors performed alternative procedures 
on the balance which was not covered in the confirmation from Southwestern. 
These procedures included tracing the amounts to invoices and shipping 
documents to verify the validity of the accounts receivable booked by Maxall. 
The shipping documents EM reviewed was Maxall’s vendor invoices that 
indicated that the products had been shipped to Southwestern on 12/21/x1. In 
addition, the following note appeared in EM’s working papers relating to the six 
invoices totaling $370,440:  
   
“The invoices were sales recorded in late December and not received by the 
customer as of year end and therefore not recorded in the customer’s accounts 
payable. We reviewed the invoices and shipping documents. Appears reasonable, 
pass further work.” (This note was prepared by the audit assistant and the audit 




EM sent a positive confirmation to Balco and Balco confirmed the balance. The 
confirmation was included in the working papers. EM’s working papers included 
a  note that indicated the inventory included in this sale had been purchased from 
a Balco subsidiary  in October, 20x1 and was resold to a Balco at year end with a 
small mark-up. 
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Hallmart, Racines, and Draycon are retail stores. The sales were made late in December 20x2 
and were made with payment terms of 90 to 120 days. The Balco sales was similar to the sale 
which occurred at the end of 20x1 and involved the resale of merchandise previously purchased 
from a Balco subsidiary.  
 
EM accounts receivable confirmation work included the above accounts and these accounts were 
positively confirmed. The EM working papers indicated that the payment terms were discussed 
with Mary Maxall and she stated that they were very good customers so 90 to 120 day terms had 




In performing cutoff procedures on sales and inventory, EM discovered that a sale of $48,310 
had been booked in January 20x3. Upon further investigation, EM noted that the shipment had 
been made on December 15, 20x2. EM’s working papers indicated they proposed an adjustment 
and the adjustment was made. 
 
In reviewing the collectibility of accounts receivable in 20x2, EM auditors concluded that there 
was an additional shortage in the allowance for doubtful accounts of $115,401. The working 
papers contained a note which indicated this was immaterial when compared to the trade 




Maxall’s chief financial officer resigned in February 20x2. Due to a tight job market, Maxall 
encountered difficulty in finding a replacement. A new chief financial officer was hired in 
November 20x2. Once he came on board, he was quite helpful answering auditor questions and 
inquiries. Since the financial officer had not been in place for the entire year, EM did not request 



















Cash 547,356$        373,906$        
Short-term investments 707,857 12,313,007
Receivables:
Trade, less allowance for doubtful accounts of $55,823 and 
$427,570 in  December 20x1 and 20x2, respectively 4,146,594 26,952,431
Notes receivable 219,368 0
Related parties 6,535 5,706
Inventories 7,568,334 43,281,775
Prepaid expenses and deposits 459,500 1,932,989
Total Current Assets 13,655,544$   84,859,814$   
Property and equipment, at cost:
Furniture, fixtures and equipment 4,039 1,523,893
Automobiles and trucks 106,074 124,321
Leasehold improvements 15,452 123,978
Less: Accumulated depreciation and amortization (71,144) (125,065)
54,421 1,647,127
Other assets 717,175 1,385,693









Liabilities and Shareholders' Equity 20x1 20x2
Current liabilities:
Short-term debt 233,004$        70,670$          
Current maturities of long-term debt 116,320 63,552
Accounts payable 6,448,693 20,361,300
Accrued expenses 80,657 1,058,677
Income taxes payable 463,000 829,723
Customer deposits 0 166,174
Total current liabilites 7,341,674 22,550,096
Long-term debt, less current maturities 3,400,012 283,154
Convertible subordinated debentures 0 30,000,000
Commitments and contingencies
Shareholders' equity:
Cumulative preferred stock, $1.00 par value, 2,500,000 
shares authorized, none issued 0 0
Non-cumulative preferred stock, $1.00 par value, 2,500,000 
shares authorized, none issued 0 0
Common stock, $.01 par value, 100,000,000 shares 
authorized: 4,150,000 and 11,556,700 shares issued and 
outstanding at December 31, 20x1 and 20x2, respectively 41,500 115,567
Additional capital 2,807,709 30,871,291
Retained earnings 836,245 4,072,526
3,685,454 35,059,384














1. What do you think the auditors meant by the term "substantive audit"?  
 Was the substantive approach appropriately applied in EM's audit of Maxall? 
 
2. Identify and discuss specific audit processes/procedures that the auditor(s) performed that 
were in accordance with Generally Accepted Auditing Standards. 
 
3. Identify the specific audit errors made by EM and discuss what the auditor should have 
done to avoid the errors. 
 
4. Was the conduct of this audit in compliance with the latest professional guidance regarding 
the forensic-type (fraud) phase of the audit? 
 
20x0 20x1 20x2
Net sales 7,969,889$     21,341,721$   87,831,141$   
Cost of goods sold (6,851,063) (18,403,491) (75,760,473)
Gross profit 1,118,826 2,938,230 12,070,668
Selling, general and administrative expense (835,294) (1,394,621) (5,705,376)
Income from operations 283,532 1,543,609 6,365,292
Other (income) expense:
Interest expense 92,188 275,039 1,234,436
Investment income and other (4,552) (74,917) (772,345)
87,636 200,122 462,091
Income before income taxes 195,896 1,343,487 5,903,201
Provisions for income taxes 96,000 596,000 2,666,920
Net income 99,896$         747,487$        3,236,281$    
Net income per share 0.02$             0.11$              0.30$             
Weighted average common and common equivalent shares 5,000,000 7,066,540 10,675,840
Maxall Company
Consolidated Statements of Income
Year Ended December 31, 
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eBay Inc. is the world's largest and most popular personal trading community on the Internet, 
based on the value of goods traded on the eBay service. eBay pioneered online personal trading 
by developing a Web-based community in which buyers and sellers are brought together in an 
efficient and entertaining format to buy and sell items such as automobiles, collectibles, high-end 
or premium art items, jewelry, consumer electronics and a host of practical and miscellaneous 
items.  
 
On March 1, 2000, eBay constructed office facilities in San Jose, California at a total cost of 
$126.4 million. The property was owned by a separate entity, eBay Realty Trust, and leased to 
eBay. The structure of this transaction was unique in that it allows eBay to treat the lease as an 
operating lease for financial reporting purposes keeping the related debt off its balance sheet. For 
federal tax purposes, eBay is treated as the owner of the property thus allowing it to treat as tax 
deductions both the interest on the lease and the depreciation of the property.  
 
This type of lease is called a synthetic lease. Because of its ability to provide off-balance sheet 
financing, yet to retain all of the tax benefits of ownership, it is very popular.  It is estimated that 
over 2,000 companies in the United States use synthetic leasing.   For example, in 2001, Krispy 
Kreme, a chain of donut shops, financed a new $30 million plant and warehouse in Illinois.  
AOL Time Warner is expected to finance construction of a $1.7 billion headquarters through a 
synthetic lease arrangement.  Cisco Systems discloses $1.26 billion in synthetic leases. In fact, it 
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is estimated that more than a $100 billion of debt is tied up in synthetic lease arrangements (The 
Times, February 28, 2002).   
 
According to Vogt (1998), the synthetic lease first appeared in the mid-1980s in response to a 
lessee who wanted off-balance sheet treatment for a lease but could also use the tax benefits. In a 
synthetic lease transaction, the lessee agrees to pay rentals equal to interest and principal and to 
partially guarantee the residual value of the leased asset at the end of the lease term. The 
transaction is characterized as a conventional operating lease for financial statement purposes, 
and a loan for tax purposes. This treatment allows the lessee to treat the payments under the 
synthetic lease as rent for book purposes. The synthetic lease transaction involves a firm setting 
up a special purpose entity, which borrows the money to construct or purchase an asset.  Then 
the special purpose entity leases the building to the company, which can claim interest payments 
and depreciation for tax purposes. According to Martinez (Wall Street Journal 1999), synthetic 
lease transactions help companies boost earnings and shed noncore assets.  
 
The synthetic lease industry was thriving until December 2001 when Enron collapsed 
highlighting the hazards of off-balance sheet financing. As a result, what appeared to be 
acceptable business practices for both book and tax purposes for over 20 years, became taboo 
overnight.  In fact, a February 18, 2002 article in Forbes entitled “Debt? Who Me?” claimed the 
synthetic lease is an “off-balance-sheet trick” in which a corporation has all the practical effects 
of a heavily mortgaged piece of real estate but tells its shareholders that it neither owns the 
property nor owes debt on it.   This article was especially critical of Krispy Kreme, and the 
company’s stock dropped 10 percent on February 5, 2002 while later recovering.   
 
As a result of the Forbes article, Krispy Kreme reversed its synthetic lease.  Scott Livengood, 
chairman and chief executive of Krispy Kreme stated “in the current economic climate, investors 
understandably are paying closer attention to financial strength of their companies.  There are no 
reasons for us to do anything that could be misinterpreted, regardless of how legal and acceptable 
it may be.  The perception and confidence of investors and customers is more important than the 
propriety of accounting vehicles.” 
 
In February 2002, PG&E, the owners of California’s biggest electric utility, advised the SEC that 
it would reclassify $1 billion in synthetic leases on three of its power plants and one turbine as 
balance sheet debt.   Under recent FASB proposals regarding off-balance sheet financing, FASB 
Chairman Edmund Jenkins said “The large majority of all synthetic lease arrangements will have 
to be reflected on balance sheets.”  
 
This case is designed to introduce undergraduate and graduate students to the interplay of 
accounting and tax law, and the factors influencing changes in accounting rules and disclosures.   
Students are required to evaluate the legitimacy of accounting and tax rules, discuss ethical 
considerations, examine financial and tax reporting, and perform research.  Advanced 
requirements involve a detailed examination of eBay’s synthetic lease transaction, synthetic lease 
agreement, and financial statement disclosures.  Students are also asked to carefully read and 
apply authoritative lease guidance. 
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BASIC REQUIREMENTS:   
 
1. Describe the multiple benefits a company receives through synthetic leasing from both a 
financial statement and tax perspective.  
 
2. For both financial reporting and tax reporting:  
 
a. Describe the annual accounting and tax entries related to a synthetic lease.   
b. Show the balance sheet and income statement disclosures for financial statement and 
tax purposes. 
c. Based upon your previous answers, does it seem reasonable that the same transaction 
can result in such different reporting treatment for book and tax? 
d. Synthetic leasing is not the only transaction that involves an interplay or tradeoff of 
accounting and tax rules.  Can you name other transactions or methods of accounting 
that result in asymmetric treatment between book and tax?  
 
3. Following the Enron collapse, why are companies more cautious about using synthetic 
lease arrangements?  What factors influenced these accounting changes? 
 
4. Obtain the following two articles and answer the related questions:  
 
Martinez, B. “Companies sell real-estate holdings, spreading joy across Wall Street.” The 
Wall Street Journal, April 20, 1999.  
 
Lubove and MacDonald. “Debt, Who, Me?” Forbes, New York, February 18, 2002, Vol. 
169, Issue 4, p. 56-57. 
 
In 1999, one article highlights how firms can boost earnings and shed noncore asset with 
resulting performance improvements.  Three years later, the Forbes article calls the 
synthetic lease arrangement an accounting trick.   Which perspective do you agree with and 
why? 
 
5. What financial accounting and tax disadvantages surround synthetic leasing?  
 
 
ADVANCED REQUIREMENTS:  
 
The following questions are designed to introduce students to the financial and tax reporting 
associated with eBay’s synthetic lease transaction. Using the attached appendices, please answer 
the following questions:  
 
Appendix A – Financial statements of eBay for fiscal year ended 12/31/2000 and  
selected financial highlights. 
Appendix B – Excerpts from eBay’s lease arrangement.  
Appendix C – Authoritative lease guidance – Statement of Financial Accounting  
Standards (SFAS) No. 13, as amended. 






eBay Realty Trust was formed with a nominal investment. It, then, agreed to construct a building 
for eBay which would lease the property upon completion. Financing of the building would 
come from lenders, with Chase Manhattan Bank serving as agent. The loan would be secured by 
a mortgage on the property, and an assignment of the lease. In addition, eBay agreed to place 
$126.4 million in a cash collateral account and also guaranteed the owner-lessor a minimum 
residual amount upon termination of the lease and sale of the property.  
 
The following is a summary of the lease terms: 
 
Term: 5-years with two 5-year renewal options 
Rent: Based on the London Interbank Offering Rate 
(“LIBOR”) plus 0.394% applied to the $126.4 million 
cost of the facility funded by the lessor 
Transfer of title: None 
Purchase option: At appraised value 
 
Excerpts from the lease (provided as an addendum to the company’s 1999 Form 10-K report) are 
provided in Appendix B. One provision of this lease is particularly interesting from an 
accounting point of view. It states that the lease is to be treated as an operating lease for financial 
reporting purposes, and eBay is to be treated as the owner of the property for federal tax 
purposes, as follows: 
 
7.1 Ownership of the Property. (a) Lessor and Lessee intend that (i) for financial accounting purposes 
with respect to Lessee (A) this Lease will be treated as an "operating lease" pursuant to Statement of 
Financial Accounting Standards (SFAS) No. 13, as amended, (B) Lessor will be treated as the owner and 
lessor of the Property and (C) Lessee will be treated as the lessee of the Property, but (ii) for federal, 
state and local income tax and all other purposes (A) this Lease will be treated as a financing 
arrangement, (B) the Lenders will be treated as senior lenders making loans to Lessee in an amount 
equal to the Loans, which Loans will be secured by the Property, (C) Investor will be treated as a 
subordinated lender making a loan to Lessee in an amount equal to the Investor Contribution, which loan 
is secured by the Property, and (D) Lessee will be treated as the owner of the Property and will be 
entitled to all tax benefits ordinarily available to an owner of property like the Property for such tax 
purposes. 





1. Appendix C provides GAAP authoritative guidance for lease accounting. Please read 
Appendix C. Using the summary of lease terms provided above, and notwithstanding 
provision 7.1 of the lease cited above, analyze whether the lease should be treated as 
operating or capital for financial reporting purposes based on the four capitalization 
criteria. Support your conclusion with specific references to GAAP and the terms of the 
lease. 
 
2. Compute the total asset turnover (sales/total assets) and financial leverage (total asset/total 
stockholders’ equity) ratios for 1999 and 2000. Comment on the levels and trends 
observed. Remember that eBay is treating its office lease as an operating lease. 
 
3. The LIBOR rate was approximately 6.1% at the inception of the lease. With the 0.394% 
spread, the lease rate would have been approximately 6.5%. This rate, applied to the $126.4 
million of construction costs would yield an annual rental payment of $8.216 million. 
Compute the present value of this annual rent payment assuming a minimum lease payment 
of $8.216 million and a lease term of 15 years, the full term of the lease, including renewal 
options (the present value factor for an annuity of 15 years at 6.5% is 9.40267). This would 
have been the amount capitalized as a leased asset and a lease obligation had the company 
structured the lease with a 15-year term rather than a 5-year term and two 5-year renewal 
options. Add this amount to assets and liabilities and re-compute the total asset turnover 
and leverage ratios for 2000. Comment on the financial effect of treating the lease as 
operating for financial reporting purposes. 
 
4. One of the benefits of the synthetic lease is the deductibility of the interest on the lease and 
depreciation of the building for tax purposes. The alternative is the deduction of the annual 
rental payments. Assume straight-line depreciation with a 40-year life for the building. 
Compute an amortization schedule for the lease assuming capitalization from #3 above. 
Compare the interest plus depreciation deduction with the rent deduction in the first year. 
Comment on the benefit of this lease structure from a profitability and cash flow 
perspective. 
 
5. Review the commentary by the FASB in Appendix C. Support your answers to the 
questions below with specific references to the lease transaction and the authoritative 
guidance.  
 
a. Discuss whether eBay has the benefits and risks of ownership and, if so, how this 
affects the lease capitalization decision. 
b. Discuss the issue relating to conformity between tax and accounting rules that FASB 
addressed.  
c. Discuss the fact that eBay Realty Trust has minimal investment in the property and 
how this affects the lease capitalization decision. 
d. Discuss whether eBay should be required to file consolidated financial statements 
with eBay Realty Trust, paying particular attention to the EITF’s. 





Financial Statements of eBay for FYE 12/31/2000
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SECTION 7. OWNERSHIP OF PROPERTY 
 
     7.1 Ownership of the Property. (a) Lessor and Lessee intend that (i) 
       ------------------------- 
for financial accounting purposes with respect to Lessee (A) this Lease will be 
treated as an "operating lease" pursuant to Statement of Financial Accounting Standards (SFAS) 
No. 13, as amended, (B) Lessor will be treated as the owner and lessor of the 
Property and (C) Lessee will be treated as the lessee of the Property, but (ii) 
for federal, state and local income tax and all other purposes (A) this Lease 
will be treated as a financing arrangement, (B) the Lenders will be treated as 
senior lenders making loans to Lessee in an amount equal to the Loans, which 
Loans will be secured by the Property, (C) Investor will be treated as a 
subordinated lender making a loan to Lessee in an amount equal to the Investor 
Contribution, which loan is secured by the Property, and (D) Lessee will be 
treated as the owner of the Property and will be entitled to all tax benefits 
ordinarily available to an owner of property like the Property for such tax 
purposes. 
 
     (b) Lessor and Lessee further intend and agree that, for the purpose 
of securing Lessee's obligations for the repayment of the above-described loans, 
(i) this Lease shall also be deemed to be a security agreement and financing 
statement within the meaning of Article 9 of the Uniform Commercial Code and a 
real property mortgage or deed of trust, as applicable; (ii) the conveyance 
provided for in Section 2 shall be deemed a grant of a security interest in and 
a mortgage lien on the Lessee's right, title and interest in the Property 
(including the right to exercise all remedies as are contained in the applicable 
Mortgage and Memorandum of Lease upon the occurrence of a Lease Event of 
Default) and all proceeds of the conversion, voluntary or involuntary, of the 
foregoing into cash, investments, securities or other property, whether in the 
form of cash, investments, securities or other property, for the benefit of the 
Lessor to secure the Lessee's payment of all amounts owed by the Lessee under 
this Lease and the other Operative Agreements and Lessor holds title to the 
Property so as to create and grant a first lien and prior security interest in 
the Property (A) pursuant to this Lease for the benefit of the Agent under the 
Assignment of Lease, to secure to the Agent the obligations of the Lessee under 
the Lease and (B) pursuant to the Mortgage to secure to the Agent the 
obligations of the Lessor under the Mortgage and the Notes; (iii) the possession 
by Lessor or any of its agents of notes and such other items of property as 
constitute instruments, money, negotiable documents or chattel paper shall be 
deemed to be "possession by the secured party" for purposes of perfecting the 
security interest pursuant to Section 9-305 of the Uniform Commercial Code; and 
(iv) notifications to Persons holding such property, and acknowledgements, 
receipts or confirmations from financial intermediaries, bankers or agents (as 
applicable) of Lessee shall be deemed to have been given for the purpose of 
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perfecting such security interest under applicable law. Lessor and Lessee 
shall, to the extent consistent with this Lease, take such actions as may be 
necessary to ensure that, if this Lease were deemed to create a security 
interest in the Property in accordance with this Section, such security interest 
would be deemed to be a perfected security interest of first priority under 
applicable law and will be maintained as such throughout the Basic Term. 
Nevertheless, Lessee acknowledges and agrees that none of Lessor, Investor, the 
Trust Company, Agent, or any Lender has provided or will provide tax, accounting 
or legal advice to Lessee regarding this Lease, the Operative Agreements or the 
transactions contemplated hereby and thereby, or made any representations or 
warranties concerning the tax, accounting or legal characteristics of the 
Operative Agreements, and that Lessee has obtained and relied upon such tax, 
accounting and legal advice concerning the Operative Agreements as it deems 
appropriate. 
 
     (c) Lessor and Lessee further intend and agree that in the event of 
any insolvency or receivership proceedings or a petition under the United States 
bankruptcy laws or any other applicable insolvency laws or statute of the United 
States of America or any State or Commonwealth thereof affecting Lessee or Lessor, the 
transactions evidenced by this Lease shall be regarded as loans made by an unrelated third party 
lender to Lessee. 
             
 
SECTION 20. PURCHASE OPTION 
 
     20.1 Purchase Option. Provided that no Lease Default or Lease Event of Default shall have 
occurred and be continuing, Lessee shall have the option (exercisable by giving Lessor 
irrevocable written notice (the "Purchase Notice") of Lessee's election, which election shall be 
irrevocable, to exercise such option not less than ten (10) days prior to the date of purchase 
pursuant to such option) to purchase the Property on the date specified in such Purchase Notice, 
which date must occur prior to the date which is twelve months prior to the Maturity Date, at a 
price equal to the Termination Value (the "Purchase Option Price") (which the parties do not 
intend to be a "bargain" purchase 
price) of the Property. If Lessee exercises its option to purchase the Property 
pursuant to this Section 20.1 (the "Purchase Option"), Lessor shall quitclaim to  
Lessee or Lessee's designee all of Lessor's right, title and interest in and to 
the Property as of the date specified in the Purchase Notice upon receipt of the 
Purchase Option Price and all Rent and other amounts then due and payable under 
this Lease and any other Operative Agreement, in accordance with Section 19.1. 
 
SECTION 21. SALE OF PROPERTY 
 
    21.1 Sale Procedure. (a) Unless Lessee shall have elected to purchase the Property and has 
paid the Purchase Option Price with respect thereto, or otherwise terminated this Lease with 
respect thereto and paid the Termination Value with respect thereto, Lessee shall (i) pay to 
Lessor the Maximum Residual Guarantee Amount as provided for in Section 21.1(c), and (ii) sell 
the Property to one or more third parties for cash in accordance with Section 21.1(b). 
 
     (b) During the Marketing Period, Lessee, as nonexclusive broker for Lessor, shall use its 
best efforts to obtain bids for the cash purchase of the Property being sold for the highest 
price available in the relevant market, shall notify Lessor promptly of the name and address of 
each prospective purchaser and the cash price which each prospective purchaser shall have offered 
to pay for the Property and shall provide Lessor with such additional information about the bids 
and the bid solicitation procedure as Lessor may 
request from time to time.  In connection with any such sale of the Property, the Lessee will 
provide to the prospective purchaser all customary seller's indemnities, representations and 
warranties regarding title, absence of Liens (except Permitted Liens and Lessor Liens) and the 
condition of the Property, as well as such other terms and conditions as may be negotiated 
between the Lessee and the prospective purchaser. Lessee shall have obtained, at its cost and 
expense, all required governmental and regulatory consents and approvals and shall have made all 
filings as required by applicable law in order to carry out and complete the transfer of the 
Property. As to Lessor, any such sale shall be made on an "as is, with all faults" basis without 
representation or warranty by 
the Lessor other than the absence of Lessor Liens. Lessor may reject any and all bids and may 
assume sole responsibility for obtaining bids by giving Lessee written notice to that effect; 
provided, however, that notwithstanding the foregoing, Lessor may not reject a bid if such bid, 
together with any amounts to be paid pursuant to Section 21.3, is greater than or equal to the 
sum of the Limited Deficiency Amount and all costs and expenses referred to in Section 21.2(i) 
and is a bona fide offer by a third party purchaser who is not an Affiliate of Lessee. If the 
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price which a prospective purchaser shall have offered to pay for the Property is less than the 
sum of the Limited Deficiency 
Amount and all costs and expenses referred to in Section 21.2(i), Lessor may elect to retain the 
Property by giving Lessee at least two Business Days' prior written notice of Lessor's election 
to retain the Property, and upon receipt of such notice, Lessee shall surrender the Property to 
Lessor pursuant to Section 10.1(c). Unless Lessor shall have elected to retain the Property 
pursuant to the preceding sentence, Lessor shall sell the Property free of any Lessor Liens 
attributable to it, without recourse or warranty, for cash to the purchaser or purchasers 
identified by Lessee or Lessor, as the case may be. Lessee shall surrender the Property so sold 
to each purchaser in the condition specified in Section 10.1. 
 
     (c) On the earlier of (i) the date on which the Property is sold 
pursuant to Section 21.1(b), and (ii) the Maturity Date, Lessee shall pay to 
Lessor the Maximum Residual Guarantee Amount. 
 
 
     IN WITNESS WHEREOF, the parties have caused this Lease be duly 
executed and delivered as of the date first above written. 
 
               eBAY INC. 
 
 
               By: ____________________________________ 
                 Name: 
                 Title: 
 
    
      eBAY REALTY TRUST 
 
               By: WILMINGTON TRUST COMPANY, not 
                  individually but solely as Trustee 
 
               By: ____________________________________ 
                 Name: 




     Receipt of this original counterpart of the foregoing Lease is hereby 
acknowledged on this 1st day of March, 2000. 
 
 
               THE CHASE MANHATTAN BANK, as the 
                Agent for the Lenders 
 
               By: ____________________________________ 
                 Name: 
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CASH COLLATERAL AGREEMENT 
 
   CASH COLLATERAL AGREEMENT dated as of March 1, 2000, made by eBAY INC., a 
Delaware corporation (the "Pledgor") in favor of the Chase Manhattan Bank ("Chase"), as Agent (in 
such capacity, the "Agent") and as Securities Intermediary (in such capacity, the "Securities 
Intermediary"), for the Beneficiaries (as hereinafter defined). 
 
Preliminary Statement 
     Pledgor wishes to induce (i) the Lenders to enter into the Credit Agreement and the other 
Operative Agreements to which they are party and (ii) Scotiabanc Inc. (the "Investor") to enter 
into the Participation Agreement (as hereinafter defined) and the other Operative Agreements to 
which it is party. 
 
     WHEREAS, in order to induce (i) the Lessor to enter into the Lease and 
the other Operative Agreements to which it is a party; (ii) the Lenders to enter 
into the Credit Agreement and the other Operative Agreements to which they are 
party; and (iii) the Investor to enter into the Participation Agreement and the 
other Operative Agreements to which it is a party, the Pledgor agrees, for the 
benefit of the Lessor, the Agent, for the ratable benefit of the Lenders, and 
the Investor and their respective successors and assigns (individually a 
"Beneficiary", collectively, the "Beneficiaries") to enter into the Guarantee and additionally 
agrees as follows: 
 
         4.  Deposit of Funds. Simultaneously with the execution and delivery of this Agreement, 
the Pledgor shall deposit in the Cash Collateral Account immediately available funds in the 
amount equal to $126,390,000, or more if required pursuant to Section 7(a) of this Agreement. 
Pledgor shall redeposit such amount or any other amount equal to $126,390,000, or more if 
required pursuant to Section 7(a) of this Agreement, in the Cash Collateral Account within one 
Business Day if Pledgor obtained a release of the Cash Collateral pursuant to Section 8(b) and 
fails to maintain an investment grade rating equal to or exceeding BBB- from S&P or Baa3 from 
Moody's. 
 
      
     IN WITNESS WHEREOF, the Pledgor, the Agent and the Securities 
Intermediary have caused this Cash Collateral Agreement to be duly executed and 
delivered as of the date first above written. 
 
 
                    eBAY INC. 
 
                    By: ___________________________________ 
                      Name: 
                      Title: 
 
 
                    THE CHASE MANHATTAN BANK, as the Agent 
 
                    By: ___________________________________ 
                      Name: 
                      Title: 
 
 
                    THE CHASE MANHATTAN BANK, as the 
                    Securities Intermediary 
 















Authoritative Guidance – SFAS 13 
 
SFAS 13 defines the criteria for a lease to be construed as a capital lease for financial reporting 
purposes. These are as follows (SFAS 13, ¶5 and ¶7): 
 
1) The lease transfers ownership of the property to the lessee by the end of the lease 
term. The lease term is the fixed noncancelable term of the lease plus all periods, if 
any, 
a) covered by, or preceding, bargain renewal options, 
b) for which failure to renew the lease imposes a penalty on the lessee such that the 
renewal appears, at the inception of the lease, to be reasonably assured, 
c) during which a guarantee by the lessee of the lessor’s debt related to the leased 
property is expected to be in effect, and 
d) representing renewals or extensions of the lease at the lessor’s option 
 
2) The lease contains a bargain purchase option, defined as a provision allowing the 
lessee, at his option, to purchase the leased property for a price which is sufficiently 
lower than the expected fair value of the property at the date the option becomes 
exercisable such that the exercise of the option appears, at the inception of the lease, 
to be reasonably assured. 
 
3) The lease term (as defined in #1 above) is equal to 75 percent or more of the 
estimated economic life of the leased property, provided that the beginning of the 
lease term does not fall within the last 25% of the total estimated economic life of the 
leased property, and 
 
4) The present value at the beginning of the lease term of the minimum lease payments 
(excluding executory costs such as insurance, maintenance and taxes to be paid by the 
lessor) equals or exceeds 90 percent of the excess of the fair value of the leased 
property over any related investment tax credit to be received by the lessor. The 
present value is to be computed using the lower of the Lessee’s incremental 
borrowing rate or the interest rate implicit in the lease, if known. 
 
Should the lease meet any one or more of the criteria referenced above, it shall be accounted for 
as a capital lease and the lessee shall record as asset and an obligation at an amount equal to the 
present value at the beginning of the lease term of the minimum lease payments during the lease 
term exclusive of executory costs as defined in #4 above. Minimum lease payments are defined 
as the payments required during the base term of the lease, not the renewal option periods, and 
the present value of an residual value guarantee. Subsequently, the asset is depreciated in the 
lessee’s customary manner over the economic life of the leased asset (if capitalized due to 
criteria #1 or #2 above) or over the lease term (if capitalized due to #3 or #4 above), and the 
liability is reduced with each lease payment using the effective interest method (SFAS 13, ¶10). 
Should the lease fail all of the above criteria it shall be accounted for as an operating lease with 
no capitalization of the asset and liability, and recognition of rent expense as lease payments are 
made (SFAS 13, ¶15). 




In its deliberations of the leasing standard, the FASB made the following observation: 
The provisions of this Statement derive from the view that a lease that transfers 
substantially all of the benefits and risks incident to the ownership of property should be 
accounted for as the acquisition of an asset and the incurrence of an obligation by the 
lessee and as a sale or financing by the lessor. All other leases should be accounted for 
as operating leases. In a lease that transfers substantially all of the benefits and risks of 
ownership, the economic effect on the parties is similar, in many respects, to that of an 
installment purchase. (SFAS 13, ¶60) 
 
The original Discussion Memorandum listed 14 criteria as having some support for use in 
classifying leases by lessees. One of these was to require capitalization if the lessee treats the 
lease as a purchase for tax purposes. The FASB rejected this proposal with the following 
discussion: 
There are many instances in which tax and financial accounting treatments diverge, and 
the question of a possible need for conformity between them is beyond the score of this 
Statement. (SFAS 13, ¶78) 
 
Another of the original proposed criteria was to require capitalization if the lessor lacks 
independent economic substance other than from the lease. The Board rejected this criterion as 
well with the following discussion: 
The Board finds unpersuasive the argument that the lessee’s accounting for a leasing 
transaction should be determined by the economic condition of an unrelated lessor. If a 
lease qualifies as an operating lease … the Board finds no justification for requiring that 
it be accounted for as a capital lease by the lessee simply because an unrelated lessor 
lacks independent economic substance. (SFAS 13, ¶82) 
 
The second Standard governing the accounting for leases is SFAS 98 which covers sale-
leaseback transactions. Under SFAS 98, if certain conditions are met, the seller-lessee records 
the sale (gains are deferred, losses are recognized), removes the related debt from the balance 
sheet, and records the lease as capital or operating using the criteria in SFAS 13. The conditions 
for sale-leaseback accounting are: 
 
1. a normal leaseback that involves the active use of the property by the seller-lessee in the 
seller’s business; 
 
2. payment terms and provisions that adequately demonstrate the buyer-lessor’s initial and 
continuing investment in the property (generally that the buyer has sufficient financial 
exposure, that the lease provides sufficient cash flow to service the underlying debt or a 
customary financing if unencumbered; 
 
3. payment terms and provisions that transfer all of the other risks and rewards of ownership 
as demonstrated by the absence of any other continuing involvement by the seller-lessee. 
(SFAS 98, ¶7) 
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If these provisions are not met, the seller-lessee must account for the transaction using 
one of a number of approved methods for profit recognition, all of which require the 
seller-lessee to continue to report the asset and related debt on its balance sheet. Some 
examples of continuing involvement other than normal leaseback include 
 
1. The seller-lessee has an obligation or option to repurchase the property. 
2. The seller-lessee guarantees the buyer-lessor’s investment or debt related to that 
investment or a return on that investment. 
3. The seller-lessee is required to reimburse the buyer-lessor for a decline in the fair 
value of the property below estimated residual value at the end of the lease term 
based on other than excess wear and tear. 
4. The seller-lessee remains liable for an existing debt related to the property. 
5. The seller-lessee’s rental payments are contingent on some predetermined level of 
future operations of the buyer-lessor. 
6. The seller-lessee provides collateral on behalf of the buyer-lessor other than the 
property directly involved in the sale-leaseback. 
7. The seller-lessee provides nonrecourse financing to the buyer-lessor for any 
portion of the sales proceeds or provides recourse financing in which the only 
recourse is the leased asset. 
8. The seller-lessee enters into a sale-leaseback involving property improvements or 
integral equipment without leasing the underlying land to the buyer-lessor. 
9. The buyer-lessor is obligated to share any portion of the appreciation of the 
property with the seller-lessee. 
10. Any other provision or circumstance that allows the seller-lessee to participate in 
any future profits of the buyer-lessor or the appreciation of the leased property. 
(SFAS 98, ¶11-13). 
 
Another issue relating to sale-leasebacks concerns whether the relation between the buyer and 
seller is so intertwined so as to require consolidation of the entities. In this event, the leased asset 
and liability would continue to remain on the balance sheet regardless of the structure of the 
lease. As discussed above, the FASB originally rejected lease capitalization due to the fact that 
the lessor lacks independent economic substance other than from the lease. Many leasing 
transactions were subsequently structured with a special purpose entity (SPE) that invested a 
nominal amount of cash to purchase property, leased the property to a second entity and financed 
the purchase using the property and an assignment of the lease as collateral. The SPE, therefore, 
had little economic substance other than that derived from the underlying lease. In this case, a 
question arises whether the SPE should be consolidated with the lessee.  
 
EITF 90-15 and EITF 96-21 govern this issue. Under EITF 90-15, a lessee is required to 
consolidate an SPE lessor when all of the following conditions exist: 
 
1. substantially all of the activities of the SPE involve assets that are to be leased to a single 
lessee; 
2. The expected substantive residual risks and substantially all of the residual rewards of the 
leased asset(s) and the obligation imposed by the underlying debt of the SPE reside 
directly or indirectly with the lessee through such means as 
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a. The lease agreement, 
b. A residual value guarantee through, for example, the assumption of first dollar of 
loss provisions, 
c. A guarantee of SPE debt, 
d. An option granting the lessee a right to (1) purchase the leased asset at a fixed 
price or at a defined price other than fair value determined at the date of exercise 
or (2) receive any of the lessor’s sales proceeds in excess of a stipulated amount. 
3. The owner(s) of record of the SPE has not made an initial substantive residual equity 
capital investment that is at risk during the entire term of the lease. 
 
EITF 96-21 provides additional guidance for criterion #1. Even if the SPE leases assets to more 
than one lessee,  
The use of nonrecourse debt with no cross-collateral provisions effectively segregates the 
cash flows and assets associated with the two leases and, therefore, in substance, creates 
two SPE’s. For purposes of applying Issue 90-15, each lessee would be considered to 
have satisfied condition 1 of Issue 90-15. For either lessee to be in a position of not 
satisfying condition 1 of Issue 90-15, the assets of the SPE (subject to the two leases) 
would need to be commingled such that, in the event of default, both lenders to the SPE 
would have equal rights (that is, pari passu) to the cash flows from each lease and the 
fair values of the individual assets subject to the leases must represent more than a minor 
amount (that is, more than 10 percent) of the aggregate cash flows from all leases and 




















Ayres, Chris.  US seeks to ban synthetic leases.  The Times (London), February 28, 2002.  
 
Frost, S. and P. Carman.  “Federal and State Tax Consequences of Synthetic Leasing – Multiple 
Benefits, Minimal Risks,”  The Journal of Taxation, December 2001. 
 
Lubove and MacDonald. “Debt, Who, Me?” Forbes, New York, February 18, 2002, Vol. 169, 
Issue 4, p. 56-57. 
 
Martinez, B. “Companies sell real-estate holdings, spreading joy across Wall Street.” The Wall 
Street Journal, April 20, 1999.  
 
Vogt, R. 1998. “Synthetic lease—real value.” Asset Finance International, February, 
pp. 30-31.  
 
AICPA Case Development Program                                               Case No. 2002-04:  What Should the CPA Do ♦  1 
 
 
Copyright 2002 by the American Institute of Certified Public Accountants (AICPA). Cases developed and 
distributed under the AICPA Professor/Practitioner Case Development Program are intended for use in higher 
education for instructional purposes only, and are not for application in practice. Permission is granted to 
photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. The AICPA neither 







LOVE AND A QUESTION: 
WHAT SHOULD THE CPA DO? 
 
 
Claudel B. McKenzie, Associate Professor of Accounting 
University of North Carolina at Asheville, North Carolina 
 
 
Linda L. Nelms, Associate Professor of Management 
University of North Carolina at Asheville, North Carolina 
 
 
Fran Noel, Staff Auditor 




Todd Davis nudged his wife’s foot under the table and grinned at her as she jumped.  “I don’t 
know who it is you’re thinking about, but it’s your husband who is paying for this fine meal.” 
 
She smiled back at him, but he could tell that her mind wasn’t on the meal.  She ate another bite 
or two, then put her fork down and looked across the table at him.  “Todd, why would someone 
not ring up a sale?” 
 
As he looked back on the evening, he knew he should have anticipated that something was 
wrong.  Carrie had never been interested in hypothetical situations.  He couldn’t even get her to 
play “What Would You Do If You Won the Lottery” when they were on long drives. 
 
But Todd wasn’t thinking about Carrie’s literal mind right now.  He was feeling good.  After all 
the fast food meals from his university days, he was having dinner in a nice restaurant.  It was his 
own income that would cover the meal.  Carrie was no longer the sole support of the family and 
Todd the student.  He was a staff accountant at a small but highly regarded CPA firm.  He had 
passed the CPA examination and all that stood between him and certification was the experience 
requirement. 
 
Now, over this pleasant meal, Todd was being given yet another chance to feel good.  He had 
learned that Carrie’s eyes tended to glaze over when his conversation turned to accounting or 
finance.  But now her bright, blue eyes were looking directly into his and she was waiting for 
him to share his knowledge. 
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“Well, there are a few reasons, and none of them are good.  If a business owner doesn’t ring up a 
sale, he may not be paying sales tax.  What is pretty sure is that he is trying to avoid recognizing 
revenue.” 
 
Carrie glanced down, “Is that such a bad thing?” 
 
“Well, think about it.  If the business owner doesn’t recognize revenue on his books, then that 
revenue will not show up on the financial statements or on the tax return.  The value of the 
business as expressed by its assets will be wrong.  It will not reflect the reality of the situation.  
Financial statements will be fiction.  And the most immediate financial issue is that the odds are 
against the business owner paying appropriate income tax on the unrecorded revenue,” he 
concluded decisively. 
 
There was a pause as Carrie continued looking at him, then she said, “Mrs. Cook told me not to 
ring up any of the cash sales we made this afternoon.” 
 
Now it was Todd’s turn to pause – only his pause was more of a freeze.  He really didn’t want to 
hear what he had heard.  While he had been in school, Carrie had worked long, hard, dry hours in 
a law office, doing tasks that made no use of her creativity and talent.  Now she had been 
fortunate enough to find a position in a wonderfully creative design accents shop.  The owner, 
Mrs. Cook, was a charming woman who had taken Carrie in as a kind of combination sales 
clerk/assistant/apprentice.  There was already talk of Carrie buying into the business.  While the 
Davises still needed Carrie’s income to catch up some of the bills that had accumulated while 
Todd was in school, employment at this particular establishment meant more to Carrie than 
money.  She could see a real future for herself with Mrs. Cook. 
 
“Are you sure you understood what she was saying?” Todd asked.  Carrie just gave him a 
disgusted look and didn’t bother to answer. 
 
Todd continued to eat his dinner almost by reflex.  His mind was racing as rapidly and as 
ineffectually as a hamster on a wheel.  “Who is Mrs. Cook’s accountant, Carrie?” 
 
“I don’t know his name, but he’s sitting at the table nearest the window.” 
 
Todd looked across and saw the silver hair of Harold Heywood, the founding partner of one of 
the other firms in the town.  He was standing up to leave, and his eyes caught Todd’s.  As Mr. 
Heywood walked past, he stopped by their table and greeted Todd warmly.  Todd introduced him 
to Carrie, and Heywood welcomed her to the community. 
 
Heywood’s courtly manner did not disguise his intelligence.  His accounting practice was only 
one of his many business activities.  Todd was sufficiently in touch with the community to know 
that Heywood had at least one partnership with Steven Cook, Mrs. Cook’s husband. 
 
As Heywood left, Carrie noticed Todd’s eyes following him, and she became agitated.  “You 
wouldn’t say anything to him about what I told you!  Helen Cook isn’t some racketeer.  She’s 
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just a nice lady who runs a neat little business.  If she found out I mentioned something that got 
back to her accountant, she might never trust me again!” 
 
All Todd really wanted was to go back to the beginning of the evening and spend the time 
discussing football or politics or even kitchen curtains.  But that was not possible.  He knew he 
couldn’t unhear something or develop a very selective memory loss.  He had been given 
information that he had never really asked for and now he had to decide what to do with it. 
 
 
Questions for Discussion 
 
1. What should Todd do?  What is Todd’s responsibility to the profession?  What is Todd’s 
responsibility to Carrie? 
 
2. Does it make a difference that Todd is not yet a CPA? 
 
3. Is Todd obligated to take action based on a formal code of professional ethics? 
 
4. Should Todd ask advice of a principal in his firm? 
 
5. What rules of confidentiality are involved? 
 
6. Should Todd, as a professional courtesy, discuss the matter with Harold Heywood?  What 
if he knows Heywood is a close friend of Mr. Cook? 
 
7. In considering broader ethical issues, who is harmed by Mrs. Cook’s current practice, if it 
is being used to avoid the recognition of income? 
 
8. What are the personal and professional benefits or the consequences if Todd takes action 
on his knowledge?  What if he takes no action?  Think of this in terms of Todd, of Carrie, 
of Todd’s firm, of Heywood, of the general public. 
 
9. What should Todd do about his information if the CPA firm for which he works is hired to 
do Mrs. Cook’s tax work? 
 
10. What should Todd do about his information if the CPA firm for which he works is hired to 
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In mid-January, 20X1, Dr. Randy Willis, Chairman of the Economics department of the local 
University, felt very proud as he sipped his first cup of coffee.  Looking at the students scurrying 
to their Monday morning classes from the window in his office in the Business School, Randy 
reflected on the church board meeting that he had attended the previous evening.  After only five 
years, the First Community Church began fundraising for a church building.  The congregation 
had come a long way from the five people who held the first service in the back room of, at that 
time, the rural post office that served the area. 
 
Randy, though, realized he faced a series of new challenges in assisting First Community Church 
with the effort to build a new church building.  With a congregation of 100 people and a 
fundraising effort that would secure $400,000 for the new church building, Dr. Willis recognized 
that the financial reporting of the church would need to be strengthened.  A simple bookkeeping 
system was all that was needed when the congregation numbered less than 10, but as the church 
had grown, it was apparent to all members that a financial accounting system was necessary.  But 
with a new system came additional costs, as none of the current members possessed the expertise 
to develop a financial accounting system thus requiring the congregation to hire a consultant if a 
new financial and accounting system was to be developed and implemented. 
 
                                                 
1 The authors would like to gratefully acknowledge the contributions of James S. Dunlop for his assistance with the 
creative development of the case dialogue. 
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With these thoughts racing through his mind, Randy decided it was the appropriate time to 
approach Dr. Joan Simpson, Chairman of the Accounting department, about the church’s current 
financial needs.  When the church was in its infancy, Joan had given Randy a brief overview of 
the bookkeeping needs for a church.  As a result, the First Community Church maintained a 
checking account, a receipts ledger and a disbursements ledger.   
 
Randy continued by summarizing for Joan the church’s needs, “As you may remember, I was a 
member of the founding congregation of First Community Church.  We were very appreciative 
of your advice for handling money when the church started and I’m here for more advice.  The 
congregation has grown to almost 100 members.  In addition, we have completed fundraising for 
the new building and have received all pledge cards reflecting fundraising efforts.  I’m afraid 
we’re too large for a simple bookkeeping system and the cost of an outside consultant may be 
beyond our means.  Do you by any chance have any suggestions?” 
 
After a morning staff meeting, Randy was able to update Joan on the progress of the church in 
the last five years.  “The church treasurer, a charter member and church elder, is responsible for 
all bookkeeping duties.  She opens the daily mail and when necessary, records receipt and 
disbursement entries.  She also writes all checks necessary to pay church bills.  Outgoing checks 
are reviewed and signed by the minister.  Cash deposits are made on a weekly basis. At the end 
of each month, the treasurer reviews the monthly bank statement and records any interest earned 
or service charges.  Formal bank reconciliations are not prepared.  The minister and treasurer 
maintain a purchase card and all purchases are made at the discretion of these two individuals.”   
 
 “Randy, I may have a solution to your problem.  I received a call from Sandra Moore, a former 
student of mine that has started her own accounting firm.  She’s had several years of experience 
in public accounting and I’m sure she could use additional clients and I’m certain she would be 
less expensive than a larger firm.  Would you like to call her?” Joan answered. 
 
“I would love to talk to Sandra.  Thank you very much,” Randy replied. 
  
After several phone calls to coordinate schedules, Randy and Sandra agreed to meet in her new 
office.  He arrived promptly at 10:00 am and was ushered into the small, spartanly furnished 
office of Sandra Moore.  Sandra listened as Randy related the story of the beginning of First 
Community Church.  He discussed the growth in membership, the various locations where 
services had been held in the past, and the need for a new church.  He then related the plans for 
the church building project. 
 
 “First Community Church has reviewed various building options and in conjunction with a 
church member that owns a construction firm decided upon a $400,000 building project.  The 
initial plans call for ground breaking to occur in three years with construction to be completed 
six to nine months after we begin, depending upon the weather.  To support the building project, 
the church board developed a fundraising project called “A Thousand Reasons to Build a 
Church.”  As you can tell we also have an advertising executive as a board member, but the basic 
concept is that each member of the congregation would give $4000 over four years for the 
building.  We certainly did not expect every member to pledge $4000; yet, the goal of the 
fundraising effort was to achieve $4000 as the average pledge per member.  Remarkably, we 
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were able to achieve our goal and all pledges were received by January 1 of the current year.  
Now our main concern is how to handle the accounting for the pledges for the new building.  We 
currently use a checking account, a receipts ledger, and a disbursements ledger.  We don’t know 
how to handle pledges.  Can you help?” Randy asked. 
 
After asking about the church’s new building project and the financial systems currently utilized, 
Sandra learned that the criteria for recording pledges had been met.  Members submitted pledge 
cards to signify the level of giving for the building fund and each pledge card identified not only 
the year of giving but also the donation schedule, i.e. monthly, quarterly, semiannually or 
annually.  Sandra also learned that a member who is a retired teacher pledged $50,000 to build a 
library if a new building is constructed. 
 
Several weeks later, Sandra received a phone call from Randy.  “Hi Sandra this is Randy Willis,” 
the Economics Chairman stated as he sat among the myriad of papers strewn across his desk. 
 
“Dr. Willis, how are you doing and how is the church construction progressing?” Sandra Moore 
replied. 
 
“Well, I have good news and bad news.  The good news is that plans are on schedule and we 
have received even more donations than expected.  The bad news is that I don’t know how to 
account for the investments related to these contributions.” 
 
“That’s bad news only to an economist.”  Sandra laughed.  “Let’s set a time to meet and I can 





Randy spent the next few months influencing young economic minds at the university, and in his 
spare time, working with church members in finalizing building plans.  In mid-December, he 
realized that he and Sandra had never met to discuss the church contributions and he rushed to 
call Sandra for help.  Although busy with the holidays, Sandra met Randy to discuss the 
donations received by First Community Church since the two had last discussed the church’s 
accounting structure.  Although excited about the generosity shown by the congregation, Randy 
was extremely nervous about properly accounting for these funds. 
 
“First and by far the largest donation is $100,000 from my brother Roger.  And what is truly 
unique about this gift is that Roger has designated the money to be invested with the yearly 
earnings to be used for building maintenance and repair.  Rogers believes that there is no sense in 
constructing a new building if you aren’t able to take care of it and this is his way to provide the 
funds to allow the new building to be maintained.” 
 
“Great,” Sandra answered.  “For your information, this gift is considered to be invested in 
perpetuity because only the earnings will be used by the church.  How are the funds invested? 
 
AICPA Case Development Program                                             Case No. 2002-05:  First Community Church  ♦  4 
 
 
“We received the donation on October 1, 20X1 and immediately placed 25% of the funds in a 5 
year CD paying 6%.   Fifty percent are in a AAA bond mutual fund and 25% are in a blue chip 
stock mutual fund.” 
 
Then, Randy continued by providing Sandra with additional information about donations 
received by the church.  “On April 15, 20X1, Barbara Compton, a founding member of the 
church, established a $10,000 endowment fund with the earnings from the fund to be used to 
purchase library books and hymnals as needed.  We invested $5,000 in a three-year CD paying 
5%, $2,500 in a two-year CD paying 4.75%, and $2,500 in a one-year CD paying 4.5%.” 
 
“On December 1, 20X1, the church received $30,000 from the family of James E. Duncan to be 
used to award a college scholarship to a deserving student in our congregation.  The family 
requested that the $30,000 be invested in perpetuity and at least $1,500 of earnings be awarded 
each year with the first scholarship to be awarded in the spring of 20X3. We purchased a 30-year 
treasury bond purchased at 98.753 and the interest rate is 5.375%.” 
 
“On September 15, 20X1, Charles Benson, who has been very active in our church school, 
donated 1000 shares of Wal-Mart stock to use as needed.  Mr. Benson actually had the stock 
certificates in his possession and assigned the shares to the church.  Also, the shares were selling 
at $50 when he made the assignment.” 
 
“Roberta Johnson, a church member and owner of a local toy store company, verbally committed 
to $1,500 for playground equipment when we complete the building.  This year we also received 
$54,000 in the yearly church offering and had a special offering totaling $2,100 the last Sunday 
before Christmas on behalf of Habitat for Humanity.  A special service honored a group of 
college students that built a home in August and the offering received was on behalf of Habitat to 
Humanity.  I doubt we’ll actually send the money until the office staff returns to work after New 
Years.” 
 
“And, the collection for our building fund totaled $100,000 in the first year of our campaign.  We 
have placed the monies in a money market earning 2.5 percent interest since we need the funds 
available for upcoming architecture and construction costs.” 
 
Randy completed his narrative and with this, Sandra commented, “If this is all the donations you 





Randy Willis was content.  Plans for the church project were moving along and, with the 
assistance of Sandra Moore, a proper accounting of all finances of the church was complete.  
Only the ringing of his office phone could bring him out of his reverie. 
 
“Dr. Willis, this is Sandra Moore,” Randy heard as he cradled the receiver to his ear. 
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“Sandra, I was just thinking about all my projects and how well they are progressing.  Not bad 
for an old economics professor,” he joked. 
 
“Not bad for any professor.  But at the risk of bursting your bubble, you have never asked about 
financial statements for the church.  Will someone on your board be able to complete the year-
end financial statements to reflect the new accounts that have been developed?” 
 
“To be honest, I haven’t thought about it, nor has the board.  The board has been so caught up in 
the project itself and you have been handling the accounting changes that we’ve not thought of 
statements.  But, I know we will need year-end statements.  Sounds to me like we still need your 
assistance.” 
 
“Actually, to prepare the financial statements will not take long as I have already been involved 
with the church finances and I expected that I would need to generate the statements.  My main 
reason for calling, though, was to find out when you typically present the year-end financial 
statements to your board.” 
 
“Well,” he hesitated, “we should have the statements available at the first board meeting of the 
year.” 
 
“From your voice, I detect that the board meeting is to be held fairly soon.”  Sandra laughed. 
 
“Is next week considered soon?”  Randy chuckled. 
 
“For you, Dr. Willis, I can complete the financial statements by next week, and for good 
measure, I will throw in suggestions for improving internal controls.”  Sandra said with a smile. 
 
“Thank you.  I appreciate all of your efforts.” 
 





AICPA Audit and Accounting Guide, Not-for-Profit Organizations, May 1, 2001. 
 
Gross, M. J., Larkin, R. J., and McCarthy, John H., Financial and Accounting Guide for Not-for-
Profit Organizations, 6th Edition, John Wiley & Sons, New York, NY, April 2000. 
 
Larkin, R. F. and DiTommaso, M., Wiley Not-for-Profit Accounting Field Guide 2002, John 
Wiley & Sons, New York, NY, 2002. 
 
Larkin, R. F. and DiTommaso, M. Wiley Not-for-Profit GAAP 2002:  Interpretation and 
Application of Generally Accepted Accounting Principles, John Wiley & Sons, New York, NY, 
2002. 
 
Statements of Financial Accounting Standards No. 116, “Accounting for Contributions Received 
and Contributions Made,” 1993. 
 
Statements of Financial Accounting Standards No. 117, “Financial Statements of Not-for-Profit 
Organizations,” 1993. 
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CASE QUESTIONS  
 
1. According to SFAS 117, “Financial Statements of Not-For-Profit Organizations,” what 
content should be included on the statement of financial position, statement of activities, 
and statement of cash flows?  Provide a general discussion. 
 
2. Consistent with SFAS 117, donor-imposed restrictions must be reflected in the financial 
statements under temporarily restricted, and permanently restricted net assets while 
unrestricted net assets should have separate disclosure.  Provide the appropriate definition 
for the term “donor-imposed restriction” and for each of the three types of net assets. 
 
3. Identify the case transactions related to all donor activities and classify each as either 
unrestricted, temporarily restricted, or permanently restricted net assets.  
 
4. (a) Provide the journal entry at 12/31/X1 to record the unconditional promise to give to 
the church building.  Assume a discount rate of 5 percent. 
 
(b) Since it is probable that not all pledges will be collected, provide the appropriate 
adjusting entry to recognize an allowance for uncollectible pledges.  Assume that 
prior experience indicates that 10 percent of pledges will never be collected. 
 
5. Provide the appropriate accompanying footnotes to the financial statements covering the 
following: 
• Note X:  Summary of Significant Accounting Policies (relating only to pledges) 
• Note Y:  Promises to Give (i.e. for the building campaign) 
• Note Z:  Conditional Promise to Give (i.e. library and playground equipment) 
 
6. Given the case information and the additional information provided below, summarize 
the total earnings on investments for the following donations and cash collections: 
 
• $100,000 invested from Roger Willis donation 
• $10,000 invested from Barbara Compton 
• $30,000 T-Bond investment 
• $100,000 building campaign collection earning an average of 2.5%  
 




• Interest earned on the AAA bond mutual fund totaled $700 
• The year-end market value of the AAA bond mutual fund totaled $52,300 
• Dividends earned on the stock mutual fund totaled $335 
• The year-end market value of the stock mutual fund totaled $23,398 
• The year-end market rate of the treasury bond is 100.2 
• Using the Wall Street Journal or a similar publication, determine the market value 
of the Wal-Mart stock as of the end of the previous year. 
• $26,000 of the $54,000 church offering received has not been spent.  Also assume 
that the church does not earn interest on the cash account. 
• All pledge contributions are received evenly throughout the year. 
• Certificate of deposit earnings are paid in cash and not rolled into the face value 
of the investment. 
• Cash equivalents have an original maturity of three months or less.  
 
7. Both SFAS 116, “Accounting for Contributions Received and Contributions Made,” and 
SFAS 117, “Financial Statements of Not-For-Profit Organizations,” requires specific 
disclosures for non-profit entities.  Among those are disclosures relating to permanent 
and temporary restrictions including a list of the organization’s major programs.  Given 
these guidelines, provide the appropriate footnote disclosures for the following: 
 
• Note A:  Temporarily restricted net assets 
• Note B:  Permanently restricted net assets 
 
8. Given the case information and the additional information provided below, prepare the 




• The church has a piano, computer, copier, miscellaneous furniture, and hymnals 
with a total book value of $11,000.  Ignore depreciation. 
• Prepaid rent and prepaid liability insurance total $3,000 
 
9.  In addition to the annual financial statements, Sandra indicated that she would provide 
Randy with a few suggestions for improving internal controls.  Given the brief 
description of the church’s accounting processes, provide recommendations for 
strengthening internal controls. 
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The case concerns an alimony arrangement under which a divorced couple propose to share their 
combined after-tax cash income in approximately a 60/40% ratio.  Alimony would recognize relative 
earning power and respect individual financial needs, without a sense of advantage to either person.  
The case also concerns a peripheral issue of which divorced spouse should take a dependency 
exemption.  It describes some of the human elements involved in arriving at agreeable financial 
arrangements in divorce.  The unusual and fluctuating nature of the proposal raises the interesting 






                                            
* The names of the individuals and financial information have been disguised to preserve the individuals’ request for 
anonymity 
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“Well, that was certainly strange,” thought Bob, almost out loud, as he hung up the phone.  Robert 
K. Henderson had just finished a brief conversation with Hugh M. Young, one of his tax clients.  
Bob was a CPA sole practitioner, and Hugh and his wife, Jane, had been individual tax return clients 
for over 10 years.  Hugh had asked if he could deduct the rental cost of an apartment as a home 
office.  Bob knew that Hugh had been a partner in a successful wholesaling business for many years, 
and that the partnership had offices in a building next to one of their warehouses in the industrial 
section of town.  After asking if Hugh intended to start and operate a second business (“No.”), or if 
the partnership had decided not to provide him an office (“No.”), Bob responded that he could see no 
way that the cost of an apartment could be deducted as a home office.  He then put the conversation 




About six months later, Bob picked up the phone to hear Hugh on the other end of the line.  “Bob, 
Jane and I would like to make an appointment to come talk with you.”  “Fine,” said Bob, “can you 
meet next Thursday?”  They agreed on a late afternoon appointment.  Bob was  curious, as this was 
an unusual request, particularly for late in November.  The normal pattern concerning their joint 
return was for Hugh to furnish information shortly before April 15 to file for an extension.  The 
federal and state returns were complex and time-consuming to prepare.  In addition to the Schedule 
K-1 from Hugh’s primary wholesale business partnership, there were K-1's from several passive 
investments, and interest amounts from notes Hugh carried at one of the local banks from which he 
had borrowed funds to acquire the passive investments, one of which was organized as an S-
corporation.  There were the usual itemized deductions, interest on a home equity loan, and income 
from his wife’s earnings as well.  Bob normally dealt with Hugh, and not Jane. 
 
Hugh and Jane had been married for 26 years.  Hugh had earned an MBA at a prestigious out-of-
state university, but had returned to his hometown to marry and begin his business career.  The 
wholesale business was quite successful, and he had been admitted to partnership about 18 years 
prior.  The Youngs had two children.  Clint, the oldest, graduated from the State University with a 
degree in industrial engineering.  Andrea was a sophomore studying biology at an expensive, private 
university in a nearby state.  Jane had a liberal arts degree but had held only part-time positions for 
most of their married life.  After Clint graduated from high school, Jane returned to college to earn a 
master’s degree in social work.  She obtained an administrative position in the County Department 
of Family and Children’s Services in town.  Although not particularly high paying, she found the 
work to be satisfying and the state government healthcare and pension benefits were pretty good.  By 
all appearances, Hugh and Jane had a successful marriage and were a happy, well-adjusted two-
career family. 
 
General Divorce Arrangements 
 
The next Thursday, Hugh and Jane arrived on time.  After exchanging a few pleasantries, Hugh said 
that he and Jane had decided to divorce.  Bob was rather stunned.  “I really am sorry to hear that,” he 
said.  Hugh said that he had moved into an apartment several months ago, [the light went on for Bob 
about the home office conversation] then they had begun to look for a condominium for Jane.  They 
had found an attractive place on the north side of town for about $105,000, and had closed on the 
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property about five weeks ago.  Jane had moved into the condo, and Hugh moved back into their 
home.  
 
With living arrangements settled, they had agreed rather quickly and amicably about division of 
property and assumption of various financial commitments.  Under their draft, written divorce 
agreement, Jane would take the new condominium and its furnishings and assume sole responsibility 
for its mortgage and upkeep; in turn she would relinquish her interest in their home and furnishings 
to Hugh, who would assume sole responsibility for its mortgage, equity line of credit, and upkeep.  
Clint had a job as an assistant plant manager and was “self-supporting,” although both Jane and 
Hugh still provided him some financial help almost every month.  Hugh agreed to pay Andrea’s 
tuition, room and board, books and supplies until she finished her bachelors degree.  In addition, he 
would provide her a car, including insurance and maintenance, and spending money each month 
until she reached age 25 or was no longer a full-time student, whichever came first.  Jane would 
carry Andrea on a family medical insurance policy with the state until she reached age 25 or was no 
longer a full-time student, whichever came first, and Hugh agreed to pay any medical expenses for 
Andrea not covered by the health policy.  They agreed that all of Hugh’s payments related to Andrea 
would not constitute alimony.  Under the principles of a Qualified Domestic Relations Order, and 
Section 408(d)(6) of the Internal Revenue Code of 1986, as amended, Hugh would transfer to Jane 
$150,000 out of his IRA, to be done as an institution to institution IRA rollover to a new IRA 
established for Jane, so that there would be no risk that the rollover could be alleged by the IRS to be 




“We would like to talk to you about alimony arrangements,” Hugh told Bob at the meeting.  
“Whatever we do, I want to be sure that it is deductible by me and taxable to Jane.  I have heard that 
alimony is supposed to be regular and periodic, and of course I would want it to cease upon Jane’s 
death or remarriage, or upon my death.  I should think that alimony certainly would be no less than 
$2,000 per month, and not any more than $7,000 per month.  I would like to see some estimates of 
what the after-tax cash income amounts for each of us would be at various alimony levels.” 
 
“I believe I can do that,” Bob assured Hugh.   Give me about a week, and I’ll see what I can come up 
with.” 
 
The next morning, Bob decided to spend some time on Hugh and Jane’s alimony issues.  He pulled 
up their 2001 return on his tax software and began to code each income and deduction item as 
husband, wife, or joint, including designating Andrea as Hugh’s dependent.  He expected that Hugh 
would end up with the higher income, and the exemption would save more tax on his return.  As is 
common for divorced couples splitting tax benefits, he knew that Jane could still qualify for head of 
household tax rates if Andrea lived with Jane when not at school.  As long as Jane provided over 
half the cost of maintaining the home in which her unmarried daughter (Andrea) lived for more than 
half the year, Code § 2(b)(1)(A) and its related Regulation § 1.2-2(b)(3)(i) provided that Andrea did 
not have to qualify as Jane’s dependent.  This interpretation had been confirmed many years ago in 
Rev. Rul. 55-329, 1955-1 CB 205.  In addition, Regulation § 1.2-2(c) allowed head of household 
rates where a student (Andrea) is temporarily absent during the school term, provided she is 
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expected to return and the household is maintained in that anticipation.  Case law also supported that 
position. 
 
Using another feature in the software, Bob created separate returns for Jane and Hugh.  On the new 
returns, he changed Jane’s filing status to head of household and Hugh’s filing status to single.  He 
then recalculated both federal and state income tax amounts by entering $2,000 per month ($24,000 
per year) alimony income on Jane’s return and deducting $24,000 alimony on Hugh’s return.  He 
printed out a summary report for each of the new returns.   
 
Bob then began to create a spreadsheet, showing income and tax amounts for each, at varying 
alimony levels.  (See Table 1.)  He also included self-employment and social security/ Medicare  
taxes for each on the spreadsheet, to arrive at after-tax cash income.  He then went back to his tax 
software and recalculated federal and state income taxes as alimony increased in $12,000 annual 
increments from $24,000 to $84,000 per year.  He entered the new income tax amounts in the proper 
columns on the spreadsheet.  When he was done, he printed and mailed copies to Hugh and to Jane. 
 
After-tax Income Splitting Proposal and Exemption Options 
 
In a few days he got a call from Hugh.  “I don’t believe I can afford anywhere near $7,000 per 
month alimony,” said Hugh.  “Also, Jane and I have been talking about the alimony issue, and we 
would like to design an approach which captures a sharing concept.  Each brings to and takes from 
our combined income an amount which recognizes our relative earning power and respects our 
individual financial needs, without creating a sense that one is taking advantage of the other.  I know 
this sounds philosophical, but does it make sense?” 
 
“Well, I guess so,” responded Bob. 
 
“You know my income can fluctuate,” continued Hugh.  “The growth of our business is uneven, and 
in some years the partners suffer a decline in income.  In most years we leave some portion of our 
profit in the partnership for working capital needs, but I have to pay tax on my share of the income 
whether I draw it out or not.  Jane works in a job which, although not high paying, invariably 
provides a raise each year.  In addition, some years she earns extra money from overtime or by 
taking on a special project.  We agree that it does not seem appropriate that I might be required to 
pay a fixed amount of alimony even though in any given year my income dropped.  At the same time 
my cash draw might drop due to working capital needs, and Jane’s income might rise due to a 
normal raise and a special project.  Is there some way that we could agree to share our combined 
income in a fixed ratio and have my payments to her still qualify as deductible alimony under the 
Code?” 
 
Bob’s brow wrinkled and his eyelids came down as he thought about that idea.  “I believe that could 
work,” he said.  “I’ll want to review the Code, and I probably will review the regulations and may 
want to see if I can find a case or two.  The tax rules related to alimony were changed significantly 
for divorce agreements effective after 1984.  While we are talking about the tax aspects of alimony 
and income sharing, I would like to suggest that you agree to let Jane take the exemption for Andrea. 
She probably will meet the requirements for being the custodial parent, anyway.  Taking the 
exemption should strengthen the case for Jane to qualify for the lower head of household federal and 
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state rates under the more common condition that a relative living in the household also is a 
dependent.  It is likely that your income level will continue to be so high that you will be subject to 
the phase-out provisions for exemptions, such that you will lose some or all of the tax saving from 
the (reduced) exemption amount.  Jane, on the other hand, is less likely to be affected by the phase-
out provisions and can receive the tax saving from the full amount of the exemption.  Even though 
her marginal federal bracket may be lower, you might end up with some additional after-tax income 
to be divided between the two of you.” 
 
Hugh readily agreed to let Jane take Andrea’s exemption.  “Could you check out this income sharing 
concept?” Hugh asked.  “Jane and I are thinking about a 60/40 split, where Jane would have her own 
income and receive sufficient alimony to obtain 40%, and I would retain 60%, of our combined 
after-tax cash income.  I would like to base the income sharing arrangement on my cash draw, plus 
my other income, but the taxes should be amounts we actually have to pay, that is, calculated on my 
share of the partnership profits subject to income tax, so that the result will come close to showing 
how much after-tax cash income each of us will have for living expenses.”  “Let me check out the 
concept, first,” said Bob, “then we can work up some numbers.” 
 
The tax questions intrigued Bob.  The next morning he pulled up his on-line tax research service and 
did a search for the current internal revenue code requirements for alimony.  IRC § 71 covered this 
issue.  He began to make notes.  He found that since 1984 the following requirements had to be met 
for a payment to qualify as alimony. 
 
1. The payment is in cash. 
2. The payment is received by (or on behalf of) a spouse. 
3. The payment is made under a divorce or written separation agreement. 
4. The agreement does not designate the payment as not gross income under Sec. 71 and not 
deductible under Sec. 215. 
5. The payee and payor legally separated spouses are not members of the same household when 
payment is made. 
6. There is no liability to pay alimony or a substitute payment after the death of the payee 
spouse. 
7. The payment is not child support, under the terms of the divorce or separation agreement. 
8. The spouses do not file a joint return. 
9. The payments do not violate the 3-year excess front-loading rule (reduced from a 6-year 
period by 1986 amendment to the IRC).  Under that rule, if alimony payments vary by more 
than $15,000 each year during the first three post-separation years, recapture (a reversal of 
the taxability/deductibility to each party) is triggered for payments actually made during the 
first two post-separation years. 
 
Bob also discovered that there was a temporary regulation (Reg. 1.71-1T) which amplified these 
points, and that Internal Revenue Service Publication 504, Divorced or Separated Individuals, 
contained a clear explanation of each point in nontechnical terms. 






Determine if the Young’s proposed 60/40% ratio after-tax combined cash income sharing 
arrangement will meet the requirements for alimony as specified in the Internal Revenue Code and 
related regulations.  Will the amounts qualify as deductible alimony even though they can vary from 
year to year, as relative incomes of Hugh and Jane change, and as tax law changes?  Read the 
Internal Revenue Code and regulations.  See what case law or other sources you can find.  Write a 
brief report, in the form of a tax file memorandum, summarizing the facts, issue, your analysis, and 
conclusion. 
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 Table 1 
 Hugh M. and Jane K. Young: Preliminary Estimates of After-Tax Income 
 Using Alternative Alimony Amounts and 2001 Income  
 
 
Annual Alimony Amount  
 
 













Gross income bef taxes 
 
$170,460 $158,460 $146,460 $134,460 $122,460 
 
$110,460   
 
Federal income tax 
 
36,881 32,861 28,915 25,145 21,485 
 
17,825 
State income tax 
 





15,166 15,166 15,166 15,166 15,166 
 
15,166 
  Total taxes 
 
60,009 55,247 50,560 46,064 41,684 
 
37,304   
 
After-tax cash income 
 













Gross income bef taxes 
 
52,065 64,065 76,065 88,065 100,065 
 
112,065   
 
Federal income tax 
 
7,122 10,422 13,722 17,022 20,322 
 
23,881 
State income tax 
 
2,293 3,013 3,733 4,453 5,173 
 
5,894 
Social Security/Med tax 
 
2,372 2,372 2,372 2,372 2,372 
 
2,372  
   Total taxes 
 
11,787 15,807 19,827 23,847 27,867 
 
32,147   
 
After-tax cash income 
 








Combined cash income 
 








Tax save, vs. no alimony 
 
$4,824 $5,566 $6,233 $6,709 $7,069 
 
$7,169 





     Hugh 
 
35.5% 30.5% 30.5% 30.5% 30.5% 
 
30.5% 
     Jane 
 




1.  The state marginal income tax rate remains at 6% in all cases. 
2.  Hugh’s filing status is single, one dependent; Jane’s is head of household, no dependents. 
3.  Jane’s gross income before taxes is after reduction for pension contributions. 
4.  Jane’s social security and Medicare tax is based on income before pension and any cafeteria 
     plan reductions. 
5.  Income tax rates and rules for 2001 are used. 
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